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revised commission rate schedule,

Subject: Subsequent contacts regardiog

S\

Since our discussion of this subject on Tuesday, I have
abtained additional dala from the SEC and discussed the cammission
rate propusal in some decail with officers of two brokerage firms,
One contact was Bill Grant, Vice Chairman of Smith, Barney and the
alher a wvice president of Shields & Company who was formerly with
the Hew York Reserve Bank and whoze judgment I rospect. Both of
these firms split their business about evenly hetween insritutienal
and retail trading, What fellows is an interprative surmary of their

comments,

There were (wo dominant themes in the comments of hoth men.
Firﬁt? confusion. Brokers in general sre confused az to the meaning
of negotiated rates on large trades, Negotiarion of commission on
gach rrade for each customer (neither rhought that would be possible
because of thoe speed with which the Business mowves), negotiatcion of
a single tate for all the trades of each customer {would there be
auti-trust implicartions uf warying rates among customers), or
negeotiation of uniform rates by size of trades for zll customars
{would that truly be a negotiated rata)?

Second: wacertainty, What possible legal consequences

might there be if the major block trading houses all arrived rather
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quickly at che same {reduced) rate of commlssicn on large trades? How
will firms providing research and trading services be compensated for
their research if they must compete on rate with firms that are geared
only to execute orders? Will the small regicnal brokerage firm
survive?

Both of these themes appear to be natural by-products of the
fact that the prepesal would replace the traditional fixed price
enyiroment, and all of the structurzl accomodations associated with
that envirement, with a new competitive pricing envivonment in which
these structural accommedations are mo lomger appropriate.

For example, over the years, and because of the fixed
commizgion schedole, it had become common for mutual funds to
cpmpensate small firms for research or mutual fund sales by
directing the broker executing their trades to give up part of
his commission through direct paymenit ta these zmall firms, When
give-ups were abolished in December 1968, the same system continued
on & somewhat smaller scale (in a legal but technically limited
manper; smong exchange member fipms, and oon-member firms were
compensated through reciprocal business agreements,

These arrangements will not work under a2 competitive
comnission system, simply becausc the trading broker will be

compensated for only his trading activiby; he will have pno "fat"
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from the fixed commission to allow him to spread commission dollars
among brokerage firms. But what will work under a competitive
pricing system iz that mutual fund sales, research expertise, and
other services will be competitively priced and charged geparately,
Indecd, small reszearch Firms and regicnal brokerapes concentrating
in mutual fund sales mzy be expected to praosper more under the
competitive sy¥stem then under the fixed price system, because it
will become comman within the industry for institutional investors
to compensate firms dirvecrly for any noo-trading servicas that they
provide,

Conceptually, bgth men agrecd that this was the likely

course of change in response (o negotiated rates on larpe Erades,

buf both men also expressed uneasiness over the short-term impact

of the process of chaoge. Both =aw larpe trade commizzion rates

declining, and boch saw zome possibility of a near term impact on
the ligquidity of laree order trades and on the availabiliey of
resources for guality research,

Weither discusgion yielded any strong concern rthat the
approximacely 5450 milliop in addicional revenue for firms

concentrating in smaller trangactions was insufficient o make

the retail firm financially wviable, 1Int fact, the Shields contact

suggested that the smzll order rate iocreases in the original WYSE

proposal werc excessive and should have been scaled down,
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The Shields contact ronfirmed as "rpasomable! rhe SEC™s
firding, reported in the earlier memorandum, that aboub 40 per cent
of large order commissions are presently given away in one form or
arather by brokers executing these trades. He did indicate that
mast of this percentage was accounted for by payments made to other
WYSE member firms as parl of "same-day substitutlion give-ups."”

Flease note one correclion to be made 1n the sarlier
memerandum. I estimated that, under the mew commission schedule
proposed by the SEC, a firm thak copcentrated iis business entirely
in orders covered by the Fiwed-commission schedule might increase
its revenue as much as 40 per cent. Based on data subsequently
obtained frem the 5EC, I have determined thalt the spproximate

average increase in revenues for such a firm would be 31 per cent,
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